


Review of Tax Expenditures

Introduction

This presentation was prepared, at the request of the chair of the committee, to provide committee
members with some background information on tax expenditures as you make budget balancing
decisions. Iparallels the effort by the Property and Local Sales Tax Division to examine the entire
catalogue of state aids and credits that are within its jurisdiction.

Selection of Tax Expenditures to Review

Although we were requested to prepare information forglresentation in December 2008 (when it
was obvious that the state had very serious budget problems), time and resource limits prevented us
from comprehensively examining all tax expenditures or tax types. Similar constraints (or perhaps
more) applied tdDepartment of Revenue (DOR) staff, who prepared all of the incidence materials and
information that are in this presentation. Given these limitations, in consultation with the chair, we
limited the presentation to tax expenditures under the two largdsates taxesc the individual income
FyR 3SySNrf &rtsSa (Gl E® ¢KS fFrNBSad FYz2dzyd 27

Furthermore, inreviewing tax expenditures under these two
taxes, we omitted considering tax expenditures from the Pyramiding

analysis based on the following criteria: Pyramiding occurs when a tax applies af

multiple levels of business production

e Under the income tax, we excluded tax expenditure$ and distribution. Theesult of this
that we considered to be impractical to modify or typically would be to pass the tax along i
reduce for adrmistrative or compliance reasons. Thishigher prices at the next level of
category largely consists of items that carryover from production (e.g., a manufacturer who
federal law. Most of these items involve issues of | sells to a wholesaler). The tax burden
timing, valuation, reporting, and recording keeping. | ¢ LJa NI YA R&¢ 2NJ OF aod
For example, it includes the depreciation rules, that the total burden on the consumer is
pensbn and retirement plan rules, taxation of fringe | higher than the statutory or nominal rate
benefits (which involve serious valuation issues in | pyramiding favors vertically integrated o

many cases), and similar provisions. larger businesses. These businesses c4
e Under the sales tax, we excluded tax expenditures | minimize the multiple levels of tax by
from the review that predominantly consist of performing functions; that would be
business purchases would tax business inputs. taxable if purchased from a third party
Standard tax policy principles argue that intermediate with employees. Pyramiding also
business purchases should not be subject to undercuts statutory exemptions (e.g., th¢

consumption taxation. This follows from the purpose¢ sales tax paid by grocers gets passed
of the tax, to tax Consumption, and the principle of a|ong in higher grocery pricesl despite th
horizontal equityc i.e., to tax taxable consumption on| exemption for food products) that are
an equal basis or only once. Taxing business input$ intended to reduce regressivity or
causes the sales tax to pyramid. (See the box at the gyempt necessities.

right for a description of pyramiding.) Thus, we
assumed that the committee would likely not want to consider rdpgptax expenditures that

are really overwhelmingly intermediate business inputs. Alternatively, we limited the discussion
to the portion of each tax expenditure that consists of consumer purchases.
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Review of Tax Expenditures

¢ We did not review the sales tax exemptions for entities, such as governmental units or charities.
Because of shifting issues, the effect of repealing these exemptions on incidence is not clear.
Moreover, these exemptions may serve unclear or multiplectiyes that are difficult to
evaluate.

o We excluded tax expenditures which were just enacted in 2008 and have not gone into effect.
We assumed that the legislature would not want to revisit these decisions so soon. However, we
did include descriptionsf@008 legislative modifications to pexisting tax expenditures.

Information Provided

For each tax expenditure we attempted to provide information on the following:

e A brief description of the provisiorg in many cases these descriptions borrow liberfttyn the
DORTax Expenditure Budgé&008) or from House Research Department publications.

e The dollar amount of projected revenue logtthese amounts, unless noted otherwise, are
taken from the DORax Expenditure BudgétH n ny 0 0 G ¢ 9 . éetunbersda@ theS G KI G 0
sales tax include business purchases. By contrast, the data used to prepare the incidence graphs
are limited to information on consumer purchases only (i.e., they do not include estimates of
the shifting of business purchases that aréjsat to the sales tax). Also it is important to note
that the revenue raising potential from repealing multiple tax expenditures are not necessarily
additive under the income tax. Combining repeal of two or more tax expenditures may raise
either more orless than the sum of their TEB amounts, depending upon the type and situation.
Also, in some case, numbers from the TEB may differ from revenue estimates prepared by DOR
for a legislative proposal. For example, TEB numbers do not take into accounidpahav
responses to repeal, which revenue estimates may. Finally, the TEB numbers were prepared in
2007-08 (in most cases using the November 2008 Department of Finance forecast baseline).
Thus, they do not reflect the effects of the recession.

e An objective or rationale for the tax expenditure these are based on our knowledge of points
made by the proponents or conventional wisdom (e.g., the literature) and include some
information on the history of the provision. In many cases, it is simply not réadly\what the
purpose, objective, or rationale was for some tax expenditures and it is necessary to speculate
Fo2dzi LI2&aaAofsS LlzN1Jl2asSa 2N (2 aAayLie ale ¢S R2

¢ Related directspending programg where we were aware of direct spending programs that
address some of the same purposes or rationales as the tax expenditures, we attempted to list
these! The legislature may wish to consider tax expenditures and direct expenditures focused
on similar purposes together to determine more cost effective wayactdeve the objectives or
to determine the best way to reduce the combined expenditures.

¢ Incidence informationg these graphs and the Suits index measures were prepared by DOR staff
in the Research Division, using information they used in preparingjahéncidence StudyThe
Suits index for a tax expenditure shows the impact of repealing that tax expenditure alone, thus
raising revenue A negative Suits means that change by itself would make the overall tax

'DAGSY GFE a0l FFQa 101 2F |y26fSR3IAS Fo2dzi RANBOUG &LISYR
most do not attempt to describe the direct spending programs in any detail.
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structure more regressiveA positive Suiteneans that change by itself would make the overall
tax structure less regressive-or an income tax expenditurkthe Suits is positive but less than
the Suits for the income tax, a simple repeal would makenhemetax less progressive but the
overal system less regressive (by growing a progressive Ef)the sales tax, a similar
comparison needs to be made to determine if repeal would make the tax more or less
regressive. But since the sales tax is more regressivettieaverall Minnesota tasystem,
increasing revenues from the sales tax (by repealing a sales tax expenditure) would typically
make the overall system more regressive by growing a regressive tax.

As noted above, the incidence information is limited to consumer purchases fortaaligsms
and does not include the effect of the shifting of taxes on business inputs, if such a tax
expenditure were repealed wholesale. Thus, this incidence information is most useful in
considering repeal of a tax expenditure, which preserves an etiemfor business purchases.

Evidence on cost effectivenegswhere we were aware of published or other studies by neutral
observers or analysts (typically academics or governmenicegg) of the effectiveness of an

tax expenditure, we attempted to incluathis information in the presentationin some other
instances, we added what we considered to be common sense observations regarding the likely
effectiveness of tax expenditure3.he discussion of sales tax expenditures coverthirgt
genericallyat the beginninghe sales tax sectioanddoes not do sdor each item of tax

expenditure, since most of the points are common to all ofghkestax expenditures.
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Individual Income Ta¥xpenditures

Social Security Benefits
Description of provision

Minnesota follows the fderal law in determining the portion of social security benefits tisdaxable.
Underthese rulesup to 85 percent of Social Security benefits are subject to federal and state income
tax, depending on the taxpayer's incomall SocialSecurity benefits are exemfpiom taxable income

for taxpayers with incomesnder$25,000 ($32,00 for married joint taxpayers)~or incomes between
$25,000 and $34,000 ($32,000 and $44,000 for married joint taxpayers), up to 50 percent of Social
Security benefits may be subject to taxorincomes over $34,00(44,000 for married joint taxpayers),

up to 85 percent of Social Security benefits rbayincluded in taxable incomdncome for purposes of

these rules is income from taxable sourcesispbx exempt bond interest, and oalf of social

security benefits.The 15 percent of benefits that remain exempt from taxation regardless of taxpayer
income representsn approximate value fdkl5 02 S NE 2 F ( KS ’stf osidide®iyz f Q&
GKAES GKS dzLJ G2 yp LISNOSyd GKFG YFed 0SS AyOf dzRSR
contributions and transfers.

02
A

In 2005 approximately 786,000 Minnesota residents received social security benefits and excluded part
or all of those benefits frm taxable income.

Projected Tax Expenditure: Social Security Bendfitshousands)
FY 2008 FY 2009 FY 2010 FY 2011
$159,200 $165,600 $172,600 $183,500

The tax expenditure for social security benefits has increased in nominal terms (unadjustdthfiom)
by 19.3% from FY 1994 to FY 2008, compared with a 113.4% nominal increase in personal income over
the same time period.

Objective or Rationale

The rationale for the exemption for social security benefits is not clear. Under federal anthstate
social security benefits were initially totally exempt from taxation. It may have been thought of as a
way to enhance the value of social security benefits, which were initially very modest. Or it may have
been a way to provide a preference to sencitizenswho (in the past) wereon averagepoorer than

the rest of the population.Congresgartiallywithdrew the total exemption from taxation (in 1983 and
1993) as a way to shore up the financing for the social security system in a modestlyspragreay .
Minnesota has conformed to these federal changes both as a way to maintain the simplicity of the
Minnesota tax system and to provide revenue and added progressivity.

Related Direct Spending Programs

None
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Incidence Information

Shares of Tax Expenditures by Decile
Social Security Benefits
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and Tax Incidence Study databasgcludes tax
expenditure for social security recipients who do not
file income tax returns.

Evidence on Effectiveness in Meeting Objective

Tax Research Divisic
MN Department of Revenut
March 16, 2009

Giventhe lack of clarity of the rationale for the exemption, it is difficult to assess whether the exemption

is effectve in achieving those goals.
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Mortgage Interest Deduction
Description of provision

Minnesota follows federal law in allowing an itemiz#gtuction for home mortgage interest. Interest

on loans of up to $1 million to purchase or improve a principal or second residence (and secured by a
mortgage on the residence) may be deducted. Interest on mortgage debt used for other purposes
(home equiy loans) is deductible up to aipcipal amount of $100,000Mortgage interest is not
deductible in calculating the Minnesota AMT.

The deduction reduced taxes on about 766,000 Minnesota returns in tax year 2007.

Projected Tax Expenditurdviortgage Interes Deduction ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$400,900 $448,600 $495,300 $543,900

The tax expenditure for mortgage interest has increased in nhominal terms (unadjusted for inflation) by
75.%6 from FY 1994 to FY 2008, compared with a 118attnal increase in personal income over the
same time period.

Objective or rationale

The mortgage interest deduction has been a feature of the Minnesota income tax since its inception.
The original law allowed all interest to be deducted; restrictionsitotgage interest, along with the

dollar limits, were enacted sindbe 1986 federal tax reform and mirror federal law. The original
purpose or rationale for the interest deduction is unclear. It is commonly thought that the deduction is
intended eitherto increase the rate of homeownership or to encourage improvement or better
maintenance of homes.

Related Direct Spending Programs

Minnesota provides a variety of direct spending and other tax expenditure programs to assist or
encourage homeownership thugh the Minnesota Housing Finance Agency (MHFA) and through tax
exempt bonds and mortgage credit certificates issued by MHFA and local government units.
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Incidence Information

Shares of Tax Expenditure by Decile

Itemized Deduction for Mortgage Interest
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Tax Researchivision
Source: HITS Model for 2006, MN Department of Revenut
and Tax Incidence Study database. March 16, 2009

Evidence on Effectiveness in Meeting Objective

The federal mortgage interest deduction has been the subject of extensive empirical studies.
alyySazidlQa Fft26ly0OS 2F (KS RSRdzOGA2y Aa tA]Ste
federal deduction. Economic studies have generally fohatithe deduction has weak or little effect

on the level of homeownership, but that it does increase the amount of housing consumption. At least

one study found that the size of state subsidies for homeownership (i.e., mortgage interest deductions

and hgher state tax rates) did not have a measurable effect on homeownership. Edward L. Glaser &

Jesse M. Shapirdhe Benefits of the Home Mortgage Interest Deductitervard Institute of Economic
Research, Discussion Paper 1979 (October 2002).

The deductiordoes tend to confer large benefits on higher income taxpayers, since they are in higher
tax brackets, tend to be itemizers for other reasons, and usually have a preference for single family
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detached housing. It also tends to encourage purchase of lagyees or more housing. Glaeser and
Shapiro suggest:

[T]lhe home mortgage interest deduction is not really fp@meownership policy in any
meaningful sense. It subsidizes housing consumption, but its impact on the
homeownership rate appears to be minimai * * As such, the home mortgage interest
deduction needs to be judged on other grounds. s it desirable as a means of making
the income tax schedule less progressive? Is it desirable as a subsidy to housing
consumption?lbid. at 41.

Paged
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ltemized Dedutions for Real Estate and Other Taxes
Description

Minnesota allows individuals who itemize their deductions under the federal income tax to deduct real
estate taxes (e.g., paid on their principal residence or vacation properties), as well as the ad valorem
portion of the tax on personal propertye.g., the part of the motor vehicle registration tax that is based
on value (above the flat amount and the service fee) or the tax on a mobile home on a rented lot. This
treatment follows the rule under federadv.

The deduction for real estate taxes benefitted an estimated 796,000 returns in tax year 2007.
The deduction for other taxes benefitted an estimated 637,000 returns in tax year 2007.

Projected Tax Expendituréeduction for Real Estate Taxest{fbusands)

FY 2008 FY 2009 FY 2010 FY 2011

$156,000 $176,000 $191,000 $208,600

The tax expenditure for real estate taxes has increased in nominal terms (unadjusted for inflation) by
129.2% from FY 1994 to FY 2008, compared with a 113.4% nominal éicr@assonal income over the
same time period.

Projected Tax Expenditur@eduction for Other Taxes ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$12,200 $13,300 $14,300 $15,600

The tax expenditure for other taxes has increased in nominal téumedjusted for inflation) by 47.9%
from FY 1994 to FY 2008, compared with a 113.4% nominal increase in personal income over the same
time period.

Objective or Rationale

This deduction has been a feature of the Minnesota tax since its enactment in 1933. Since 1987,
Minnesota has tied its deduction the federal rules. (Prior to that for some periods of time, Minnesota
allowed the deduction of some minor taxes when they &vapt allowed under federal law.)

The rationale for the deduction is somewhat unclear. Economists and tax analysts generally view the
federal deduction as a way of providing implicit aid to state and local governments. The general notion
is that some bthese services may provide spillover benefits (benefits that go to individuals who are not
residents of the local government or to those who do not bear the local taxes) and that federal or state
policies should offset some of this effect. The deductionld also be viewed as a mechanism for

providing property tax relief.

Pagel0 House Research and Fiscal Analysis Departments March 16, 2009



Review of Tax Expenditures

Related Direct Spending Programs

Minnesota provides extensive intergovernmental aid to cities, counties, and school districts. In addition,
it provides direct aid to homeowners to offistheir property taxes through the property tax refund and
the market value credit for homestead properties.

Incidence Information

Shares of Tax Expenditures by Decile
Itemized Deduction for Real Estate Taxes
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and Tax Incidence Study database. March 16, 209

Pagell House Research and Fiscal Analysis Departments March 16, 2009



Review of Tax Expenditures

40%

Shares of Tax Expenditures by Decile

Itemized Deduction for Other Taxes (Motor Vehicle Registration Tax)
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Evidence on Effectiveness in Meeting Objective
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Viewed as a mechanism for providing state intergovernmental aid to dmsadrnment units, the

deduction for real estate taxes has some limitations. It provides more aid to communities with more
homeowners (since renters cannot deduct their taxes), with more itemizers, and with more taxpayers in
higher tax brackets. These chateristics probably are not related to whether or not those

communities provide more or less services with spillover benefits. Nor are they related to the local
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since communities with greater concentrations of high income homeowners likely have lower need).
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governments to impose deductible real estate taxesher than using nofleductible taxes or user
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fees.

If the rationale for the deduction is to provide homeowners with property tax relief, the amount of
relief is minimal (never more than 7.85% of the taxes) and is inversely related to an iheced
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measure of need; i.e., individuals with higher incomes typically receive more relief and lower income
individuals less.
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Charitable Contribution Deduction
Description of Provision

Minnesota follows federal law in allowing contributions to organizatiorsd #re religious, charitable,
educational, scientific, or literary in purpose to be claimed as an itemized deduction. The deduction is
limited to a maximum of 50% of federal adjusted gross income, and other limitations apply to specific
types of contributbons. Contributions that exceed these limits can be carried forward for up to five
years.

The deduction reduced taxes on about 759,500 Minnesota returns in tax year 2007.

Projected Tax Expendituréeduction for Charitable Contributions ($ thousands)
FY2008 FY 2009 FY 2010 FY 2011
$208,500 $229,800 $246,200 $269,600

The tax expenditure for charitable contributions increased in nominal terms (unadjusted for inflation) by
168.7% from FY 1994 to FY 2008, compared with a 113.4% nominal increase inlpecsoma over the
same time period.

Objective or Rationale

The charitable contribution deduction has been a feature of the Minnesota tax since its inception. The
generally accepted purpose of the deduction is to encourage taxpayers to make charitable
contributions. The assumption is that reductions in the price or cost of making charitable contributions
will induce or cause taxpayers to contribute more to charities and governmental units.

Related Direct Spending Programs

None
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Incidence Information

Shares of Tax Expenditures by Decile
Itemized Deduction for Charitable Contributions
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Evidence on Effectiveness in Meeting Objective

Extensive studies of the effects of the federal charitable contribution dedubtee been made. In
general, these studies find that the deduction does increase the amount of charitable giving; donors do

respond to a lower price for gifts by increasing their giving. It seems reasonable to conclude that the
Minnesota deduction has arsilar effect.

Pagel5 House Research and Fiscal Analysis Departments March 16, 2009



Review of Tax Expenditures

Subtraction for Charitable Contributions by Neltemizers
Description

Taxpayers who do not itemize deductions are allowed to subtract 50% of their charitable contributions
over $500. The contributions must meet the requirementsdeductible charitable contributions under
the federal income tax. The $500 threshold applies to the total amount of contributions made in the
tax year.

An estimated 168,000 returns benefit from this provision in tax year 2007.

Projected Tax ExpendituréNon-itemizer subtraction for charitable contributions ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$7,100 $7,700 $8,300 $9,100

The tax expenditure for charitable contributions made by itemizers has increased in nominal terms
(unadjusted foiinflation) by 129.0% from FY 2000, when the subtraction took effect, to FY 2008,
compared with a 45.1% nominal increase in personal income over the same time period.

Objective or Rationale

This provision was enacted in 1999 and is intended to equalizeeghtment of itemizers and non

itemizers and to encourage more individuals to make itemized deductions. The disallowance of the first
$500 of contributions was based on a notion that this reflected an approximate proportion of the
standard deduction focharitable contributions.

Related Direct Spending Programs

None
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Incidence Information

Shares of Tax Expenditures by Decile
Subtraction for Charitable Contributions by Non-ltemizers
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Evidence on Effectiveness in Meeti@pjective

The subtraction does not fully equalize the tax benefits of making charitable contributions by non
itemizers and itemizerg both because it allows only or®lf of contributions to be subtracted and
because individuals who itemize, but wiwould derivea larger benefit from the noitemizer
subtraction are not allowed to claim thrmibtraction. Also see the discussion under the itemized
deduction for charitable contributions for a discussion of whether these types of deductions likely
increase catributions.
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Interest on Minnesota State and Local Government Bonds
Description of provision

Interest paid on bonds issued by Minnesota governmental units is exempt from taxation. (Interest on
bonds issued by neNlinnesota governmental units must be added to federal taxable income and is
subject to tax.) The exemption applies to general obligabionds, as well as qualifying private activity
bonds. These include revenue bonds issued for housing and various other purposes permitted under
federal law, although interest on some of thgsdvate activity bondsnay be subject to taxation under

the dternative minimum tax or AMT.

About 74,000 returns benefited from the exemption in tax year 2007.

Projected Tax Expenditurénterest on MN Bonds ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$50,600 $51,900 $55,200 $58,700

The tax expenditure fanterest on Minnesota state and local government bonds hmereased in
nominal terms (unadjusted for inflation) K0.68% from FY1994to FY 2008, compared withld 3.4%
nominal increase in personal income over the same time period.

Objective or Rationale

This provision was enacted as part of the original Minnesota income tax. Since the 1960s, Minnesota
has followed federal law in determining which bonds qualify for the exemption and/or are taxable under
the AMT.

The original objective or rationale for tihdinnesota provision is unclear; the exemption may have been
adopted to follow the practice under the federal income tax or to treat Minnesota bonds as favorably as
U.S. Treasury bonds (which federal law prohibits states from taxing). Most economisie assil
proponents of continuing the exemption argue that it now has three purposes:

e To lower the borrowing costs for state and local governments

e To provide implicit state aid to the local governments through lower interest costs for their debt

e Tosubsidiz& LISOATAO AGLINAGIGS | OGABAGEE LINRP2SO0Ga 6Sd3
local governments and bonds issued for nonprofit organizafbagital projects, such as
nonprofit hospitals, colleges, museums, and similar).

Related Direct Spending Bgrams

For state general obligation bonds, the state directly pays the interest on these bonds through
appropriations. A tax exemption is another way to pay, in effect, more interest (i.e., the forgone state
income taxes on the interest) on those bond/ith regard to interest on local government bonds, the
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state pays substantial general purpose aid to cities, counties, and schools. The state also pays debt
service equalization aid to schools to offset part of the borrowing costs of school districts.

The state also appropriates money to MHFA and some other borrowers for purposes similar to the
subsidy provided through the tax exemption for some types of revenue bond interest. In addition, some
nonprofit entities (e.g., hospitals and private colleged)ich are also frequent users of tax exempt

bonds, receive some direct or indirect assistance from the state.

Incidence Information

Shares of Tax Expenditures by Decile
Interest on Minnesota State and Local Bonds
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Evidence on Effectiveness in Meeting Objective

One way to assess the effectiveness of the tax exemption would be to evaluate the extent to which the
revenue reductions from the exemption exceed the reductions in borrowing costs. A variety of these
types of studies have been done of the similar federabme tax exemption for state and local bond
interest. All the studies find the forgone revenues exceed the interest savings by 10 percent to 40
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percent. See, e.g Joint Committee on Taxation, Present Law and Background Relating to State and
Local Gogrnment Bonds 4 8 (March 14, 2006) for a description of the effect of the federal exemption.
A few similar studies have been done of state tax exemptions. In general, they find that the revenue

reductions exceed the interest savings by larger percesgdaljan under the federal exemption. See,

S®aPS alNBE 9¢ [20SNIe& yR aAOKIFISt wWo 2| 3efSyilz:x

. 2 NN2 ¢ A yNationaPTaxilauhavol. 45, no. 1, 37ff (1992) (finding approximately half of the

revenue redution translates into lower interest paid). If these analyses are accurate, the state could
realize budget savings (perhaps half of the revenue cost) by taxing bond interest and paying higher

interest on its bonds. With regard to local government bonlds,dtate could more cheaply provide

state aid payments to local governments to offset their higher borrowing costs, if interest were taxed.

The reason for thisubstantialmismatch between the revenue reduction from the tax exemption and
the interest ratesavingon governmental borrowingikely stems from three factors:

1. Some bonds must be priced to sell to aftstate investors who derive little benefit from the

alyySazil GFE SESYLI A 2 yesota$akek. dxd SresiiltktBaeresR 2 v Q (i
rateson these bondgrobably are not much, if any, lower because of the state tax exemption.

But Minnesota investors also buy these bonds and when they do, they get both the higher
interest rate needed to attract the otdf-state investors and the tax exertign.

2. ¢KS @l tdzS 2F G(KS SESYLIiAz2y RSLISYyR&a dzLlRy
more valuable to an investor in the top bracket than to someone in the middle or bottom
bracket. If the bonds need to be priced to attract investors in theeldbrackets, top bracket
investors get the higher interest rate and the more valuable tax exemption.

3. Because of the federal itemized deduction for state income taxes, the tax exemption is less

valuable to many investors than its cost to the state. Aestor in the top federal income tax
bracket (35%) who itemizes deductions only effectively pays 65% of the costsihtbéax

after the federal deduction is taken into account. Such an investor will be willing to accept a
lower interestrate that compensates for only 65% of the costs of the exemption, but the state
forgoes the full amount of the revenue. Most investors in municipal bonds are higher income

individuals who typically itemize deductions.

Proponents of the exemption typically make two argamts in favor of continuing the exemption
notwithstandingits low cost effectiveness

1. The interest exemption is an entitlement that applies to all local tax exempt borrowings. State

aid appropriations are unreliable and local governments could not conthem in making
decisions to issue long term bonds.

2. If states begin to repeal their exemptions for bond interest, this might undercut political support
for the federal tax exemption in Congress, creating the potential for its repeal or reduction and

costing states valuabl&deralassistance for their borrowing costs.

Another factor to consider is that the state likely would not want to repeal the exemption for
outstanding bonds, since investgreobablyperceive that the state made a commitment to not tidveir
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interest as long as the bonds are outstanding. If this practice is honored, it would take a long time to
phasein taxation of Minnesota bonds. Bond lawyers have also suggested that repealing the exemption
for outstanding bonds could raises isswéwviolation of securities law by the state or local governments
that issued the bonds and made representations as to their state tax exempt status.
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Expenses of Living Organ Donation Subtraction
Description of Provision

Organ donors are allowed a subtrat from federal taxable income for certain costs incurred when
donating all or part of liver, pancreas, kidney, intestine, lung or bone marrow. Expenses related to the
donation that can be subtracted are for travel, lodging, and lost wages net of sick Plae maximum
subtraction is the lesser of the actual expenses or $10,000 for each organ donation.

An unknown number of Minnesota returns benefit from this provision.

Projected Tax Expenditurérgan donor subtraction ($ thousands)
FY 2008 FY 2009 FY2010 FY 2011
Less than $50 Less than $50 Less than $50 Less than $50

Objective or Rationale

This subtraction was enacted in 2005. The rationale for this provision is to provide tax incentives to
alleviate the shortage of transplantable organs.

RelatedDirect Spending Programs

¢KS FSRSNIf hNHIFIY 52y2N) wSO2@8SNE LYLINRGSYSyid ! O
donors for expenses incurred in donating organs. In general, this is restricted to donors and recipients
whose incomes are at or kel 200 percent of the poverty level and is rastentitiement.

Incidence Information
Not available
Evidence on Effectiveness in Meeting Objective

We are aware of no studies of the effectiveness of the subtraction in encouraging organ donations. The
subtraction may have been motivated more by providing a token recognition of the costs and sacrifices
that donors incur, rather thaio provide an incentive fochanging behaviorThis goa(or the goal of

providing incentives to encourage donatiorsuld be gually well or better served by a direct spending
program, so that the benefits are not dependent on the donavihg Minnesota tax liability amdb not

vary byl KS R @wybeabdkELaSuch a program could be administered in a manner similar to the

federal ODRIA law.
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Disposition of Farm Propertubtraction
Description of Provision

A subtraction from federal taxable inconseprovidedor income realized on a sale or exchange of farm
property if the taxpayer is insolvent at the time of the sale #melproceeds are used solely to discharge
indebtedness of the property sold.

An unknown number of returns benefit from this subtraction.

Projected Tax Expenditurdisposition of Farm Property ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
Less than $50 Less than $50 Less than $50 Less than $50

Objective or Rationale

This provision was enacted in 1988pealed in 1987and later reenacted in 1988. The rationale for

this subtraction is that it providesraodest tax offset for farmers who are likelysarious financial

distress and who do not qualify for relief under the federal rules providing exemptions from discharge of
indebtedness incomeThis provision is very similar to the exclusion allowed under federal law (which
flows through to Minnesotaax through to the use of federal takleincome). However, the federal
exclusion is limited to discharge or cancellation of indebtedness income, while the Minnesota
exemption also extends to capital or other gain realized on the sale or exchange ofrégrentp.

Related Direct Spending Programs

None

Incidence Information

Not available

Evidence on Effectiveness in Meeting Objective

This provision provides relief to farm owiservho areinsolvent and sell or transfeéheir property,

realizing a gain, rathéhan obtaining relief from cancellation or discharge of indebtedries® their

lenders The extent to which this situation occurs is unclear and it is not clear why only farms (and not
other types of businesses) should qualify for this special treatment
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Subtraction for K12 Education Expenses
Description of Provision

A state income tasubtractionis allowed for KL2 educatiorrelated expenses. Qualifying expenses
include:

e Tuition, including nonpublic schomlition, after-school enrichment, academic summer camps,
music lessons, and tutoring

e Textbooks, including instructional materials and supplies, musical instrument rental and
purchase, and up to $200 of computer hardware and educational software

e Transportation gaid to others for transporting children to school)

The deduction is for up to $2,500 for each dependent in graele® and up to $1,625 for each
dependent in grades-R.

An estimated 230,000 returns bengé&t from this provision in 2007

Projected TaExpenditure:K-12 education expense subtraction ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$18,400 $18,600 $18,800 $19,100

The tax egenditure for K12 education egenses has increased in nominal terms (unadjusted for
inflation) by 457.6% from F994 to FY 2008, compared with a 113.4% nominal increase in personal
income over the same time period. This time period includes a significant expansion of both the
subtraction amount and qualifying expenses (1998).

Objective or Rationale

An education dedction was first enacted in 1955. The constitutionality of the dependent education
expense deduction was challengedMieller v. Allenn 1983. The U.S. Supreme Court upheld the
deductionfinding that itdid the following:

e hTTASH LI NBY penses &hdRhezfeld énsudeyan dduc&dd populace

¢ Helped ensure the financial health of nonpublic schools and relieved the financial burden on
public schools

e t NPY2USR GoK2fSa2YS O2YLISGAGAZ2YE 0SUG6SSYy Llzof A
high-quality eduation for all children

The deduction was increased in 197881, and most recently in 28. One argument in favor of the

1976 and 1981 expansions was that tax assistance to parents sending their children to private schools

would alleviate overcrowding ipublic schools, and help private schools remain in operation. (Anderson,
.ShGdGe altSys at2fAGAOa 2F t SNAAAGSYOSY GKS tS3araf
concession statutes for elementaiyS O2 Y R NB S RdzOl (A 2 y éPIDthpsisB MBHYNR A (1 & 2 7
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Related Direct Spending Programs

The state provides funding for public educatidn.addition, public school districts are required to

provide nonpublic school pupils with textbooks, individualized instructional materials, and standardize
tests, all of which mudbe secular in nature. A distrigtust provide the same health services it provides
to public school students to nonpublic school students. Nonpublic secondary students must be offered
guidance and counseling services by putdicondary schools. (Minnesota Statuf&123B.40 to
123B.48)The appropriation for these items equaled $16.6 million in FY 2D@8€ricts must also

provide equal transportation to nonpublic school students (Minnesota Sta&&d23B.84 to 123B.86).

The appropriation for nonpublic school student transportation aid equaled $21.0 million in FY 2009. In
addition, districts musbffer nonpublic school students limited English proficiency programs on the
sameterns as public school studentsnd must proide nonpublic school students with vaus other

forms of assistancehe appropriations for these smaller items are included in the general
appropriations and not easily separated.

Incidence Information

Shares of Tax Expenditures by Decile
K-12 Education Expense Subtraction
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and Tax Incidenc8tudy database. March 16, 2009
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Evidence on Effectiveness in Meeting Objective

We are aware of no studies assessing the effectiveness of the subtraction in meeting its objettige
maximum tax savings undéhe subtraction for a taxpayer are relatively modastess than $200 per
child. For taxpayers who itemize their deductions, the federal offset further dilutes this benefit. It
seems unlikely that these small amounts will have much effect in chabghmyior to the extent that is
the objective of the subtractionWith the rise of charter schools as alternatives and current enroliment
levels it seems unlikely that the deduction plays a significant role in preventing crowding in public
schools.
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AmeriCorpsEducation Awards Subtraction
Description of Provision

A subtractionis allowed for amountseceived as national service education awards from the National
Service Trust for service in an approved AmeriCorps National Service Program.

About 600returns benefitfrom this provision.

Projected Tax ExpenditurédmeriCorpssubtraction ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
N/A $110 $110 $120

Objective or Rationale

This subtraction wamitially enacted in 1997 for benefits under the Minnesota Youth Works program. It
was repealed in 2005 and-mnacted in 2008. The rationale for this provisionasclear, but it may

have beerto provide a tax incentive to increase particijmat in state and latemational service efforts

or to provide some basic recognition for the efforts and economic sacrifices of individuals who served in
these programs (e.g., similar to the preferential tax treatment for military pay).

Related Direct Spending Bgrams

None

Incidence Information

Not available

Evidence on Effectiveness in Meeting Objective

Given the lack of clarity about the precise objective for the provision, it is difficult to assess whether it is
effective in meeting its objective. Direct pagnt of a small stipend might be a more effective manner

of providing recognition for this service or to provide an incentive to participate in the program. The
value of a subtraction to a recipient will depend upon whether and how much other income the
recipient has and what tax bracket she/he is in. The subtraction will have no value to participant in the
program who moves out of Minnesota to seek employment or additional education or who is attending
school and has little or no taxable income.
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Elderly or Disabld Exclusion
Description of Provision

Persons who are age 65 or over or totally disabled are allowed a subtréaiorfederal taxable

income. This subtraction is equal to a base amount that varies by filing status and whether botlespous
are over 65 or disabled. Thase amount is reduced by (1) nontaxable social security benefits and (2)
one-half of adjusted gross income over threshold amourftkese amounts are shown in the table

below.

Income
Filing status Base amount | Phaseout threshold Maximum income

eligible
Married joint, both over 65 $12.000 $18.000 $42.000
or disabled ' ’ ’
Married joint, one over 65 or $12.000 $14.500 $38.500
disabled ' ’ ’
Married separate $6,000 $9,000 $21,000
Single, head dfousehold,
and qualifying widow or $9,600 $14,500 $33,700
widower

An estimated 8,000 returns benefit from this provision in 2007

Projected Tax Expenditurélderly exclusion ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$1,000 $800 $700 $500

The tax expenditure for income of tledderly and disabled has decreased in hominal terms (unadjusted
for inflation) by 86.7% from FY 1994 to FY 2008, compared with a 113.4% nominal increase in personal
income over the same time period.

Objective or Rationale

The subtraction benefits lowncome taxpayers who have more of their income from taxable sources
such as pensions and interest than from nontaxable sources sisgcid security. dblic pension

benefits were exempt from Minnesota income tax frahe inception of the tax i1933 throughl977.
From 1978 to 1986, a subtraction falt pensionincomewas allowed, limited to a maximum amount

with qualifying offsets. In 1988, the elderly or disabled subtractionemasted. In 1994, the base
amounts and income thresholds were increased By2rcent. One rationale for this provisiomaybe

to provide an exclusiontolok y O2 YS aASyA2NAR 6K2 R2y Qi NBOSAOGS
approximate the exemption for social security benefits.

Q)¢

Page?8 House Research and Fiscal Analysis Departments March 16, 2009

O



Review of Tax Expenditures

Related Direct Spending Programs
None

Incidencelnformation

Shares of Tax Expenditures by Decile
Elderly/Disabled Exclusion
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Evidence on Effectiveness in Meeting Objective

Given a rationale of equalizing the taxation of the-incomeelderly and disabled who receive

nontaxable income, such as social security, and those who derive most or all of their income from
taxable sources, the exclusion likely has limited success. A substantially larger and more generous
exclusion would be nessary to make a material differenc&he combined exemptions for social

security and? S i S biinefita r@duce state taxes by more than $185 million (FY 2009), while the elderly
exclusion reduces tax liability by less than $1 million per year. Irni@udditere is some evidence that
taxpayers who are not entitled to the exclusion clairanyway because they fail to deduct their tax
exempt social security benefits as required in doenputation. (The incidence graptsuggesting some
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individuals inthe highesttwo income decileeceive the subtractioomay tend to support this inference,
although other explanations for this are possiblE€grther, because more and more classes of workers
have come into the social security system over time, eachtheae are faver and fewer retirees who

do notreceive social security benefits antho are eligible to claim the elderly exclusion. The number
estimated to claim this subtraction has fallen from 11,000 in tax year 2003 to 8,000 in tax year 2007.
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Subtraction for Military Pay
Description of Provision

Minnesota allows a subtraction from taxable income for military pay for active service performed by
members of the fultime military, National Guard, and reserves, including weekend drill and summer
trainingof members of the National Guard and reserves.

An estimated 14,000 returns per year claim the subtraction festétte National Guard and reserve
active service, including drill and summer camp, and an unknown number of returns claim the other
componentsof the subtraction.

Projected Tax Expendituré&ubtractions for military pay ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$4,300 $4425 $7930 $8,400

The tax expenditure for military pay has decreased in nominal terms (unadjusted for inflatidrg%y
from FY 2002, the year after it was enacted as a removal of the filing requirement for individuals
stationed outside Minnesota for the entire year, to FY 2008, when it was allowed as a subtraction for
active service, compared with a 31.0% nominatdase in personal income over the same time period.

Objective or Rationale

The subtraction in current law has been enacted in stages since 2001, starting with exemption of
military pay for service performed outside of Minnesota. One objective was toifirfifshg for

individuals in the fultime military who are stationed outside of Minnesota throughout the tax year.

With the onset of the wars in Iraq and Afghanistan, this objective expanded to include simplifying the
lives of Minnesota guard and resermembers deployed overseas. Since nearly aftifod military,

National Guard, and reserve pay is set and administered through the U.S. Department of Defense, the
Minnesota Department of Military Affairs would not have the capacity to administer anpagase for
National Guard members, which would be an obvious alternative to the current law tax exemption.

Related Direct Spending Programs

None
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Incidence Information

Shares of Tax Expenditures by Decile
Subtraction for Military Pay
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Evidence on Effectiveness in Meeting Objective

The obijective of the initial exemption for service aftstate was to encourage more fdline members

of the military to maintain Minnesota residency andnere likely to consider returning to Minnesota

after they left the serviceWe are not aware of any followp research on the maintenance of

Minnesota residency by members of the military. It does seem likely that full exemption of military pay
for Guad and reserve members deployed overseas simplifies tax preparation and lessens the burden of
the required separation from their families, homes, and jobs. The portion of the subtraction for service
performed instate (largely drill and summer camp pay)saas a wage supplement, and may help
compensate for foregone wages from civilian employment in longer periodsstéia service, such as
required for airport security following the September™, 2001 attacks.
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Subtraction for U.S. Bond Interest
Desciption of Provisim
Federal law requires states to provide a subtraction for interest on U.S. bonds.

Projected Tax Expendituré).S Bond Interest ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$38,300 $36,500 $32,500 $36,500
Estimates prepared usirtgouse Income Tax Simulation Model and assumptions of February 2009 forecast

Objective or Rationale

The exemption may be intended to reduce federal borrowing costs or to prevent states from
discriminating against federal obligation interest.

RelatedDirect Spending Programs

None

Incidence Information

Not available

Evidence on Effectiveness in Meeting Objective

If the purpose of the exemption is to lower federal borrowing costs, it seems safe to conclude that it has
little effect in that regard. A large portion of Treasury securities are purchased by investors that do not
benefit from the state tax exeptions¢ e.g., corporationsforeign entities and individuals resident in

states without state income taxesThus, it seems unlikely that the staéx exemption has much, if any,
effect on the prices of (interest rates on) Treasury securities.
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Subtraction forRailroad Retirement Benefits
Description of Provisin
Federal law requires states to provide a subtraction for railroad retirement benefits.

Projected Tax ExpenditurdRailroad retirement benefits ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$7,700 $7,900 $8,200 $9,200
Estimates prepared using House Income Tax Simulation Model and assumptions of February 2009 foreca:

Objective orRationale

Since railroad retirement is administered separately from social security, this mandated subtraction is
roughly equivalent to the exemption of all or part of social security benefits. The rationale is not clear
but dates back to the adoption dfie railroad retirement program and may have been based on notions
of intergovernmental immunity, since this program is mandated by and administered by the federal
government, or to provide equivalent treatment with social security benefits. Howeveexbmption

is considerably more generous than the exemption for social security benefits, since the analogue or
component of the benefits that are similar to a private pension are exempted.

RelatedDirect Spending Programs

None

Incidence Information

Not avalable

Evidence on Effectiveness in Meeting Objective

Not applicable
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Subtraction forOn-reservation Earnings of Tribal &nbers
Description of Provisin

Federal law requires states to provide a subtraction foreservation earnings of enrolled tribal
members.

Projected Tax Expenditur@®n-reservation earnings ($ thousands)

FY 2008 FY 2009 FY 2010 FY 2011

$19,000 $19,400 $18,900 $19,300

Estimates prepared using House Income Tax Simulation Model and assumptions of February 2009 forecas

Objective orRationale

The exemption is derived from federal constitutional law and the sovereign status of tribal governments.
RelatedDirect Spending Programs

None

Incidence Information

Not available

Evidence on Effectiveness in Meeting Objective

Not applicable
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JobOpportunity Building Zone Incom&ubtraction
Description of Provision

A subtraction from federal taxable income is allowed for net income from the operation of a qualified
business in a designated Job Opportunity Building Zdihe. types of income that galify for the
individual income tax exemptioare:

1. Net rents derived from either real or pgwnal property used in the zone

2. Businessrnicome derived from operating a qualified busin@sshe zone

3. Capitalgainsrealized on a sale or exchange af ieal poperty located in the zone, (b) personal
property used in the zone, or (c) an ownership interest in a qualified business operating in a
zone.

This subtraction is allowed for twelve years which is the maximum duration of the zone. The duration
of the zoneis extendedy three years for an ethanol producer if the business subsidy agreement was
executed after April 30, 2006.

An unknown number of returngenefit fromthis provision.

Projected Tax ExpenditureOBZ subtraction ($ thousands)
FY 2008 FY 2009 FY2010 FY 2011
$3,200 $4,000 $4,800 $5,700

The tax expenditure fanetincomein a JOBZ zorteas increased in nominal terms (unadjusted for
inflation) by 220.0% from FY 2006, its first reporting after enactment iff heExpenditure Budgeto
FY 2008compared with an 11.9% nominal increase in personal income over the same time period.

Objective or Rationale

This subtractionwvas enacted in 2003The impetus for this provision is driven by economic theébag
suggestghat lower taxes and less reguian will increase jobs and incomes in the zone by attracting
capital, labor and economic activity.

Related Direct Spending Programs

The state offers a variety of direct spending programs directed at encouraging economic development
or business investmenih Minnesota, such as the Minnesota Investment Fund.
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Incidence Information

Incidence graph combines the JOBZ subtraction and the JOBZ credit.

Shares of Tax Expenditures by Decile
JOBZ Credit and Subtraction
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Evidence on Effectiveness in Meeting Objective

The Office the Legislative Auditor conducted a program evaluation of the JOBZ program in 2007. This
SPOIFftdza GA2Y F2dzy R (KI G (GKS Wh. Y%of-$iikbbasiNdssé® Gréaked K S LIS
Minnesota and kept some Minnesota business from leaving the state. However, the program has not

been focused on those goals and has been used to provide tax breaks to some businesses that would

have expanded inGreli SNJ aAyySaz2 (3% 6AGK2dzi Wh. %odé

2 Office of the Legislative Auditdgyvaluation Report JOBZ Praxgr(February 2008), p. ix [page references
omitted], available on the Internet herdittp://www.auditor.leg.state.mn.us/ped/pedrep/jobz.pdf
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Job OpportunityBuilding Zone Jobs Credit

Description of Provision

A refundable credit is allowed against the individual income tax for a qualified business located in a Job
Opportunity Building Zone The credit is 7 percent of the increase in payroll since designation of the
zone for jobs paying more than $30,0@t the credit is not allowed on the amount paidan

employeein excess 0$100,000 Thesedollar amounts ar@nnuallyadjusted for infation. For tax year

2008, the adjusted amounts were $33,630 and $112,110.

An unknown number of returs benefitfrom this provision.

Projected Tax ExpenditureOBZredit ($ thousands)

FY 2008

FY 2009

FY 2010

FY 2011

$800

$900

$1,000

$1,000

The tax expenditure for the JOBZ credit has increased in nhominal terms (unadjusted for inflation) by
300.0% from FY 2006, its first reporting after enactment inTthe Expenditure Budgeto FY 2008,
compared with an 11.9% nominal increase in persora@lrime over the same time period.

Objective or Rationale

This credit was enacted #003 It was likely intended to encourage qualified businesses under JOBZ to
hire employees at wagesell above the poverty level and/or to make it more attractive fusinesses

that employ individuals being paid more than $30,000 to participate in JOBZ.

Incidence Information

See section on JOBZ subtraction

Evidence on Effectiveness in Meeting Objective

Studiesof national and state programs lead some to suggest thatga credits may result in modest
increases in employmeritSee also the discussion under theb Opportunity Building Zone Income

Subtraction

]5F3ySe Cldz |2

creditd INational Tax Journalol. 55, no.2 (2002): 2630.

G52 {G1GS 902y2YA0O 5S@St2LISyi LYyOSyiGA @S
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Marriage Credit
Description of Provision

A nonrefundable credit is allowed against the individual incomddaa married couple filing a joint
return if both spouses have earned income or taxable pension or taxable social security income and
their situation results in a marriage penalty due to the size of the income tax brackets.

Approximately 383,000 returndaimed the credit for tax year 2006.

Projected Tax Expendituréilarriage credit ($ thousands)
FY 2008 FY 2009 FY 2010 FY 2011
$58,600 $61,500 $64,600 $68,700

The tax expenditure for the marriage credit has increased in nominal terms (unadjusted for inflation) by
26.8% from FY 2000, its first reporting after enactment inTtag Expenditure Budgeto FY 2008,
compared with an 45.1% nominal increase in persar@me over the same time period.

Objective or Rationale

The credit was enacted in 1999 and to help offset the marriage penalty in the state income tax system. A
marriage penalty occurs when a married couple pays a higher tax than they would if each spouse could
file as a single and pay the tax on his/her income
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Incidence Information

Tax Research Divisia
Source: HITS Model for 2006, MN Department of Revenut
and Tax Incidence Study database. March 16, 2009

Evidence on Effectiveness in Meeting Objective

The credit is effective in eliminating the marriggenalty that results from differences in the married

joint and single bracket widths (i.e., the married brackets are not twice as wide as the single brackets)
and in the standard deduction (i.e., the married joint standard deduction is not twice as ktbe a

single standard deduction) without creating additional marriage bonuses. It does not address marriage
penalties resulting from other features of the Minnesota tax (e.g., in the dependent care or working
family credits) and does not address marriggmalties that are embedded in federal taxable income

that carryover to Minnesota. It only applies to marriage penalties in the bracket widths when both
spouses have earned income, defined as wagesesghloyment income, pension income, and social
secuity benefits. Thus, it does not address marriage penalties attributable to unearned income.
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